American Enterprise Institute for Public Policy Research

A=

No. 6 ® October 2008

The Costs of Failure Factories in American

Higher Education
By Mark Schneider

Erratum: What follows is a new version of the October 2008 Education Outlook. The figures, tables,
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American higher education absorbs a larger share of GDP than that of other countries, but it has not
produced a particularly high proportion of college graduates. College graduation rates are actually worse
than the very low benchmark of high school graduation rates, but higher education institutions are not
held accountable. The costs of this abysmal performance to students and taxpayers are high.

Few facts about the American education system
are agreed upon, but almost everyone agrees that
our nationwide high school graduation rates are
abysmally low. According to the National Center
for Education Statistics (NCES), among public
high school students, the average freshman gradu-
ation rate in the 2003-2004 school year was 75 per-
cent. Using slightly different measures, numerous
scholars have found graduation rates hovering
around 70 percent.! These data, coupled with low
performance on international assessments like
the Program for International Student Assessment,
confirm that American high schools are, to say
the least, not world-class.

In contrast, American higher education is held
in high regard around the world. In one of the best
known international comparisons, the Institute of
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Higher Education at Shanghai Jiao Tong Univer-
sity reports that in 2007, seventeen of the top
twenty universities and more than half of the top
one hundred universities in the world were in the
United States.2 America also leads the world in
its investment in higher education. According to
the Organisation for Economic Co-operation and
Development (OECD), in 2003, the most recent
year for which data are available, the United States
spent 2.9 percent of its GDP on postsecondary
institutions. This was far higher than the OECD
average of 1.4 percent and, indeed, higher than
any other country for which data were reported.’

Despite the dominance of American universi-
ties in the world “league tables” and our high level
of expenditure, all is not well. A first indication is
in the number of American adults who have com-
pleted some postsecondary education, compared
to our international competitors.

In the United States, 39 percent of adults
between the ages of twenty-five and thirty-nine
have attained a postsecondary degree (as defined

by the OECD), placing us eighth among OECD

202.862.5800

www.aei.org

ok

(\)
4
s W
I A
N
N



S

countries and tenth when the four non-OECD “partner”
economies are included.* This level of American post-
secondary attainment shows no sign of improving across
generations. In 2003, for example, around 39 percent of
Americans aged twenty-five to thirty-four had attained
a postsecondary degree—but this was the same attain-
ment rate as the cohorts of Americans aged thirty-five
to forty-four and a decline from those aged forty-five to
fifty-four. By contrast, in seventeen other countries, the
postsecondary attainment rate among twenty-five- to
thirty-four-year-olds was at least 5 percent higher than
thirty-five- to forty-four-year-olds; in thirteen countries,
the attainment rates of twenty-five- to thirty-four-year-olds
was at least five percentage points higher than forty-five-
to fifty-four-year-olds.

While we spend more than other countries, and
while we have a disproportionate number of the world’s
greatest universities, these international figures reveal
a soft underbelly to the U.S. system of postsecondary
education. The extent to which American higher edu-
cation as a whole is failing to live up to its reputation
as the world’s best is demonstrated further by looking
at college graduation rates. In this analysis, we begin
with a simple strategy: using high school graduation
rates as a benchmark against which to compare college
graduation rates. If there is virtually universal agree-
ment that American high schools are failing, how do
our colleges and universities measure up against such
a low benchmark?

Clearly, there are differences between graduating from
high school and graduating from college. States have
mandatory attendance rules that affect most high school
students. No Child Left Behind (NCLB) made increasing
high school graduation rates a primary objective and
required states and schools to monitor and improve them,
or lose federal funding. In contrast, college attendance is
voluntary, and there is no legal or consistent policy pressure
on colleges and universities to improve graduation rates.

Despite these differences, college completion is
important to individuals and to society. In an era of
globalization, policymakers around the world are focused
on the creation of a highly skilled workforce—and post-
secondary education is seen as a key to economic success
in an increasingly competitive world. Furthermore, the
vast majority of American high school students express a
desire to earn a college degree, and the payoff for com-
pleting college has been increasing.

It is well known that the wage differential between
high school graduates and dropouts has increased since

the early 1970s—the real wages of dropouts have
declined while those of higher-skilled workers have risen
sharply.” But there is also a substantial payoff for college
graduation—in fact, the payoff for completing postsec-
ondary education is even greater than for completing
high school.6

Thus, while we should keep in mind the differences
between completing high school and completing post-
secondary schooling, there are strong incentives for stu-
dents and society at large to have high completion rates
at both levels.

While American high schools graduate
about three-fourths of their students in
four years, American colleges graduate

only about half of their students in six.

Some Preliminaries: Measuring
Graduation Rates

Some background information is needed before we pro-
ceed to any comparisons of graduation rates. First, the
comparisons reported here are based on information
collected by NCES and are structured by the way in
which NCES reports data. All postsecondary institu-
tions that receive Title IV funding from the federal gov-
ernment report their graduation data. In 2006, the most
recent year for which we have postsecondary comple-
tion data, there were 2,012 Title IV institutions that
enrolled undergraduates with the intention of granting
bachelor’s degrees—of these, 1,796 reported overall
graduation rates. While postsecondary graduation rates
are computed for individual institutions, high school
graduation rates are reported at the district level, and
variation across multiple high schools in a district is not
reflected in the single measure. This is not as severe a
problem as it may seem because 76 percent of school
districts have only one high school and around 90 per-
cent have only two.

Second, it should be made clear what we are measur-
ing when we discuss graduation rates. For high school
graduation rates, NCES calculates and reports several
different measures. This analysis uses the Averaged
Freshman Graduation Rate (AFGR) statistic.” For post-
secondary completions, NCES defines a bachelor’s
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degree graduation rate as the ratio of stu-
dents who completed a degree in 1.5 times
the “normal” four-year period compared

FIGURE 1

HiGH SCHOOL GRADUATION RATES COMPARED

TO COLLEGE GRADUATION RATES

to the number of starting full-time stu-
dents in a given year.8 The 2006 gradu-

100
ation rate, therefore, is the number of

students who earned a degree from an
institution divided by the cohort of full-
time students who began at that institu-
tion in fall 2000.

Finally, the AFGR is based only on
public schools (including charter schools);

Percentage

private schools, which tend to have
somewhat higher graduation rates, are not
included in the calculation. The data
available for postsecondary institutions
can be compared across public institu-

tions, private nonprofit institutions, and
private for-profit institutions (like the
University of Phoenix). Of the Title [V

institutions in this study, about 29 per-

25th 50th 75th 90th
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cent were public, about 8 percent were
private for-profit, and the remaining
were private nonprofit institutions.
There are differences among post- ed.gov/IPEDS.
secondary institutions in these different
sectors. One of the most notable is the difference in size:
average enrollment of American postsecondary institu-
tions in 2000 was just over 4,000 students, with public
institutions being far larger on average (around 8,600)
than private nonprofits (averaging 2,055) or private for-
profits (averaging 1,170). The entering cohort, not sur-
prisingly, varies widely across institutions. The 2000
entering cohort in private for-profit institutions was on
average smaller (260 students) than the entering cohort
in private nonprofit institutions (384 students) or pub-
lic institutions (over 1,500 students).

Comparing High School and Postsecondary
Graduation Rates

With these background facts established, we can turn to
the questions at hand: what are the graduation rates at
our postsecondary institutions, and how do they compare
to high school rates?

The answer is that the low high school graduation
rates that have long been decried as a failure of America’s
education system are mirrored in even lower college
graduation rates. Figure 1 presents the median graduation

SOURCE: U.S. Department of Education, National Center for Education Statistics, Common
Core of Data, “State Nonfiscal Survey of Public Elementary/Secondary Education,”
2002-2003; and U.S. Department of Education, National Center for Education Statistics,
Integrated Postsecondary Education Data System, 2005-2006, available at http://nces.

rate for high schools and colleges and universities, along
with some additional information about the distribution
of graduation rates reflected in performance at the twenty-
fifth, seventy-fifth, and ninetieth percentiles.

At each point in the distribution, postsecondary
institutions perform worse than high schools. While
American high schools graduate about three-fourths of
their students in four years, American colleges graduate
only about half of their students in six. There are also
significant differences by type of institution. Private for-
profit institutions have the lowest median graduate rate
(38 percent), which is almost twenty points lower than
their private nonprofit counterparts and seven points
lower than public institutions.

An important dimension of the debate about high
school graduation rates focuses on differences by race
and ethnicity. If white high school students are graduat-
ing at a mediocre rate, the graduation rates of blacks
and Hispanics are even worse. These differences have
sparked many studies and even more calls for high
school reform. Yet there are also large gaps in postsec-
ondary completion rates when comparing whites to
blacks and Hispanics.
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TaBLE 1
MEDIAN AFGR AND MEDIAN COLLEGE
COMPLETION RATES BY RACE AND ETHNICITY

White Black Hispanic Asian
AFGR 84 68 69 93
College Graduation
Rate 54 38 44 50

As table 1 shows, the median postsecondary gradu-
ation rate for white students is just over 50 percent,
while the median institutional completion rate for blacks
is less than 40 percent and less than 45 percent for His-
panics.? Of interest is the difference in high school and
postsecondary completion rates for Asians. The median
AFGR for Asians is over 90 percent, exceeding every
other racial and ethnic group by a substantial margin.
Yet among postsecondary institutions, the median com-
pletion rate for Asians is only 50 percent.

Figure 2 presents more information on the distribu-
tion of postsecondary and high school graduation rates
by race and ethnicity. At every point in the distribution,
postsecondary institutions do far worse at graduating
minority students than high schools. In some cases, the

FIGURE 2

HIGH SCHOOL VERSUS POSTSECONDARY GRADUATION RATES
AT SELECTED PERCENTILES, BY RACE AND ETHNICITY

numbers are quite large. For example, among the lowest
performing school districts (those at the twenty-fifth
percentile), the high school graduation rate for black
students is 55 percent, but for the lowest performing
postsecondary institutions, it is only 20 percent. At the
other end of the distribution, among the best performing
school districts (those at the ninetieth percentile), the
black high school graduation rate is over 90 percent; for
postsecondary institutions, it is less than 80 percent. The
numbers for Hispanic students are only somewhat better:
at the twenty-fifth percentile, 56 percent for high school
graduation, compared to 25 percent for postsecondary
graduation. At the top of the distribution, school dis-
tricts post a 93 percent high school graduation rate ver-
sus an 85 percent postsecondary graduation rate.

How Many Schools Have Low

Graduation Rates?

There are also significant differences in college gradu-
ation rates for different racial and ethnic groups by type
of institution. Figure 3 shows that black graduation rates
are the lowest for each type of postsecondary institution.
At private for-profit institutions, the median black gradu-
ation rate is less than 25 percent. While higher at both
public and private nonprofit insti-
tutions, the black graduation rate
still hovers only around 40 per-
cent. Hispanic, Asian, and white

100

graduation rates at for-profit insti-
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tutions are higher than the gradu-
ation rate of black students but
still lower than at either public or
private nonprofit institutions.
Even more disturbing is the
number of institutions that
graduated not one student within
six years. As table 2 shows, there
were twenty-seven postsecondary
institutions that had a zero gradu-
ation rate.10 But even more strik-
ing are the figures for minority

students. There were over 140

Asian Asian

schools in which no black stu-
dent completed in six years and

O25th MW50th [O75th

well over 150 schools in which

B 90th

no Hispanic or Asian student

SOURCE: U.S. Department of Education, National Center for Education Statistics, Integrated Postsec-
ondary Education Data System, 2005-2006, available at http://nces.ed.gov/IPEDS.

graduated in six years. There
were 95 schools with an overall
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graduation rate of less than 15 per- FIGURE 3
cent, well over 200 schools that MEDIAN COLLEGE GRADUATION RATE BY RACE AND TYPE OF INSTITUTION

graduated fewer than 15 percent

of their black or Hispanic students, 7

and over 180 schools with less than 60

that rate for Asian students. Mov-

ing up to a still low cutoff of 33 per- o %0

cent, almost 350 schools had g 40

overall graduation rates of less than g

one-third; over 600 institutions g %0

graduated less than one-third of -

their black students; 546 graduated

less than one-third of their His- 10

panic students, and just short of 0

400 graduated less than one-third Private, for-profit Private, nonprofit Public
of their Asian students.!! (@ White B Black O Hispanic M Asian|

Clearly, far too many institu-

tions are failing to graduate many SOURCE: U.S. Department of Education, National Center for Education Statistics, Integrated Post-

(and in some cases, any) of their secondary Education Data System, 2005-2006, available at http://nces.ed.gov/IPEDS.

students. This analysis so far has

been based on institutions. As FIGURE 4

noted earlier, there is wide varia- PERCENTAGE OF STUDENTS ENROLLED IN INSTITUTIONS WITH LESS THAN
tion in the size of American col- ONE-THIRD OF STUDENTS COMPLETING, BY RACE AND TYPE OF INSTITUTION
leges and universities. Moreover,

size varies systematically with type 70

of institution: private for-profit 60

institutions are smaller than private

nonprofit ones, and these are ° %0

smaller on average than public uni- g 40

versities. Perhaps given such differ- 8 0

ences, low graduation rates do not e

affect large numbers of students. In 20

the next section of this Outlook, 10

we look at the percentages of stu-

dents in institutions in which fewer 0

. . All Students White Black Hispanic Asian
than one-third of their peers earn a

‘ O Total M Private, for-profit [ Private, nonprofit B Public ‘

bachelor’s degree within six years.12

Figure 4 shows that 11 percent
SOURCE: U.S. Department of Education, National Center for Education Statistics, Integrated Post-

of all students are enrolled in secondary Education Data System, 2005-2006, available at http://nces.ed.gov/IPEDS.

TABLE 2
NUMBER OF POSTSECONDARY INSTITUTIONS WITH LOW GRADUATION RATES

All Students Black Hispanic Asian
Zero graduation rate 27 141 168 157
Less than 15% graduation rate 95 242 223 184

Less than 33% graduation rate 346 649 546 367
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TABLE 3
PAYMENTS TO FAILURE FACTORIES

Zero graduation

<15 percent <33 percent

rate graduation rate graduation rate

Losses to Students from Tuition and Fees

Payment to school in tuition and fees $3,741,633 $158,540,655 $882,097,348
Less 25 percent graduation from other schools $935,408 $39.635,164 $220,524,337
Adjustment for actual graduation rate $0 $11,414,927 $188,768,832
Estimated loss from tuition and fees $2,806,225 $107,490,564 $472,804,178
Losses to Government through Student Grants

Federal student grants $550,076 $26,196,687 $172,493 456
State student grants $260,739 $9,099.,670 $97,248,144
Less 25 percent graduation from other schools $202,704 $8,824,089 $67,435,400
Adjustment for actual graduation rate $0 $2,500,041 $56,645,736
Estimated loss from grants $608,112 $23,966,226 $145,660,464

SOURCE: U.S. Department of Education, National Center for Education Statistics, Integrated Postsecondary Education Data System, 2005-2006,

available at http://nces.ed.gov/IPEDS.

colleges or universities that graduate less than one-third
of their students. The percentage varies considerably by
institutional type: around one-half of all students enrolled
in private for-profit institutions were in schools with
less than the one-third cut point. The proportions fall to
around 10 percent in both private nonprofit institutions
and public universities.!3

Figure 4 breaks down these patterns by race and eth-
nicity. Over 30 percent of black students are enrolled in
institutions that graduated fewer than one-third of the
2000 black freshman cohort—a percentage that increases
to over 60 percent in private for-profit colleges. The per-
centage falls steeply in private nonprofit and public schools
(around 30 percent). Compared to black students, a
smaller proportion of Hispanic students are enrolled in low
graduation schools—but still around one-third of them are
exposed. With the exception of a high exposure rate in
for-profit institutions, small proportions of Asian stu-
dents are enrolled in low graduation rate schools.

How Much Do These “Failure Factories”
Cost?

With some simple assumptions, we can begin to calcu-
late how much institutions with such low graduation
rates cost the students in tuition and fees and the federal
government in student grants.

Using federal data, we can identify the number of stu-
dents in the incoming classes of postsecondary institutions

categorized at the three levels of graduation rates used
above: zero, less than or equal to 15 percent, and less
than or equal to 33 percent.

The tuition and fees reported in table 3 are the insti-
tutional averages multiplied by the number of students
in each category of school classified by graduation rate.
The state and federal grant totals are calculated by the
number of students in each school that receive govern-
ment grants multiplied by the average size of the grants
and then multiplied by the number of schools in each
category defined by graduation rate.l4

Two adjustments to these estimates have to be made.
If these students follow national trends, about 25 percent
will transfer and graduate from another institution, so the
total first-year payments are reduced by this percentage.
In addition, some students do graduate from schools with
nonzero graduation rates. For students in the 15 percent
and below category, the average is 7 percent, and in the
33 percent and below category, the average is 21 percent.
We therefore “credit” the schools for that percentage
of payments.

Even after these adjustments, the results show substan-
tial losses to students and society.!> Looking first at tuition
and fees paid by students who may never graduate, these
range from losses of close to $3 million in zero graduation
rate schools to over $470 million in the institutions that
graduate less than one-third of their students. The losses
to government are also high, totaling around $145 million
in institutions with completion rates of less than one-third.
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Conclusions

The international reputation of many “marquee” univer-
sities and the high U.S. expenditures on postsecondary
education mask a simple fact: American postsecondary
graduation rates are low, and the costs of these failure fac-
tories to students and the federal government are high.

Using the low high school graduation rates as a
benchmark, American colleges and universities are
doing even worse overall. But if high school graduation
rates are not the appropriate standard, we have other
evidence of a problem: the American postsecondary
system, while absorbing a larger share of GDP than that
of other countries, has not produced a particularly high
proportion of the population with a college degree, and,
in contrast to many international competitors, the
nation has not expanded the proportion of young adults
with a degree compared to older adults.

If the failure of American high schools
to graduate no more than three-quarters
of their students is enough to warrant
national attention in NCLB, is not the
failure of America’s postsecondary schools
to graduate only half of their students

worth equal attention?

This analysis does not address whether these post-
secondary graduation rates are too low given the quality
of students who complete high school and enroll in
college.16 In other words, given America’s open post-
secondary system, in which many institutions are effec-
tively open admissions schools, perhaps a high failure
rate is to be expected. Colleges let many students begin
who do not have the skills and talent needed to gradu-
ate with the expectation that even if many fail, an
open access system gives students opportunities to grow
and succeed. In addition, there is some evidence that
college attendance, even absent a degree, can lead to
higher wages.17 For some students, the risks of attend-
ing a college at which they have a low probability of
success may be worthwhile.

But it is not clear how many students enter college
with information about such high failure rates. It is
clearly not in a school’s interest to advertise them. In

addition, the majority of American high school students
report that they want a college degree, and failing to
graduate from college is inconsistent with that desire.

At minimum, the flow of information needs to be
improved so that students and their families can choose
colleges at which they will have a higher likelihood of
success. If a school has a low overall graduation rate, a
student should know this before applying. And if a col-
lege has a low graduation rate for a specific group of stu-
dents based, for example, on race or ethnicity, then
certainly a student from that group should have that
information before enrolling.

We also need to consider seriously how to hold col-
leges and universities more accountable for their per-
formance. While recognizing the differences between
high school and college graduation, if the failure of
American high schools to graduate no more than
three-quarters of their students is enough to warrant
national attention in NCLB, is not the failure of
America’s postsecondary schools to graduate only half
of their students worth equal attention?

In January 2008, Sallie Mae, the nation’s leading
provider of student loans, announced that it would
reduce loans to students at institutions with poor
graduation rates in an attempt to limit exposure to risk.
Since graduation is perhaps the most effective way of
increasing one’s salary, which helps ensure repayment
of loans, this strategy makes sense. Almost immediately
following Sallie Mae’s announcement, several for-profit
schools reported that their students would no longer be
receiving loans.!8

But that leaves a more general question: if a college
has such a low graduation rate—and, in the extreme,
graduates not one student after six years—should it con-
tinue to receive federal Title IV money?
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